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Students’ Department
Edited by Seymour Walton, C.P.A.

(Assisted

by

H. A. Finney, C.P.A.)

Institute Examination

November, 1918
In regard to the following attempt to present the correct solutions to
the questions asked in the examination held by the American Institute of
Accountants in November, 1918, the reader is cautioned against accepting
the solutions as official. They have not been seen by the examiners—
still less endorsed by them.
ACCOUNTING THEORY AND PRACTICE
PART II
Question 1:
Mention and explain two common views concerning the treatment of
donated capital stock.
Answer:
Two reasons may be mentioned for the donation of stock by the stock
holders of a corporation: (a) for the purpose of providing working capi
tal with which to carry on the business; and (b) to cover losses that have
been incurred and thus to wipe out a deficit, or to change it into a sur
plus. The object for which the donation is made should govern the
treatment.
(a) When a mine, a plantation for a prospective fruit ranch or some
similar property is sold by a promoter to a corporation, it is quite common
to issue to the promoter the entire capital stock of the corporation in
full payment for the property. As the corporation would then have no
means of raising money for the purpose of developing the property, and
as the promoter’s stock is of no value unless the property is developed,
the promoter donates to the corporation part, usually half, of his stock
to be sold for the purpose of providing working capital. As the stock
was fully paid by the transfer of the property, it is legitimate to charge
it to treasury stock, which can be sold at less than par without making
the purchaser liable for the discount.
If the property acquired with the stock were really worth in cash the
par value of the stock, this donation would represent a real profit and
would be a legitimate credit to surplus. It is evident that such is not the
case, because the promoter by his relinquishment of half of the stock
acknowledges that the price was excessive. However, it will not do to
credit the donated stock to the property account, because that would be
to put on record the fact that the property was worth only part of what
was paid for it. To avoid this, and also to designate the purpose for
which the stock was donated, the proper credit is to donated working
capital.
If the treasury stock is sold at a discount, the discount is eventually
charged against donated working capital account. This will leave that
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account with a credit balance equal to the cash received for the stock
when it is all sold. This balance can be transferred to the credit of the
property account, the latter account having been charged with the real
assets and the development expenses paid for out of the proceeds of the
treasury stock.
(b) When a business has been run at a loss for a time, but is showing
signs of coming prosperity, the stockholders may agree to an assessment
which will be an out-and-out gift and therefore a profit. This gift may
be in stock to be sold, if the business needs ready money, or to be held
as treasury stock until a time when the operating profits will justify the
return of the stock by a stock dividend. As the object of the donation
was to make good the previous deficit, the credit is properly to deficit
account. If the donation is large enough to create a credit balance in
deficit account, it will, of course, be transferred to surplus.
Question 2:
What is the status of a company in the hands of the alien property
custodian with regard to the capital stock tax as required by the revenue
act of September 8, 1916?
Answer:
A company in the hands of the alien property custodian would not be
subject to the capital stock tax. This tax is imposed “with respect to the
carrying on or doing business” by a corporation. It has been officially
ruled that a corporation all of whose property and business is operated
by or in the hands of the alien property custodian is not doing business.
Question 3:
A manufacturing concern having several branch offices for the sale of
its product is in the habit of billing the branches at the wholesale price
and expects each branch to show a profit. A balance-sheet is prepared
in which the current accounts with the branches (after closing out their
profits and losses into head office) are carried as accounts receivable.
These branches carry a considerable stock of merchandise and have their
own accounts receivable and possibly some outstanding accounts payable,
How would the above balance-sheet have to be modified in order to show
correctly the financial condition of the business?
Answer:
Carrying the debit balances of branch offices as accounts receivable of
the head office is entirely wrong. The expression “accounts receivable”
is always used to designate customers to whom goods have been sold in
regular course of business. A branch office is not a customer, it is part
of the main concern, and its assets and liabilities are those of the head
office itself and should be so shown on the balance-sheet. They may be
combined with the corresponding accounts of the head office or shown
separately. Thus the merchandise may be included in the total merchan
dise on hand or may appear as an addition to the head office inventory
thus:
Inventory, head office
xxxxxx
Inventory at branches
xxxxxx

xxxxxxxxx
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The valuation must be at cost—not at the wholesale selling price.
While it makes no difference in the net worth of the whole business,
the inclusion of branch balances among the accounts receivable gives a
wrong idea of the financial condition. Accounts of customers are sup
posed to be extremely quick assets. To include inventories with them
is to give an erroneous impression of the ability of the business in regard
to quickly available cash resources. In addition, there are still selling
expenses to be incurred before the branch merchandise can be converted
into true accounts receivable, not to mention the overvaluation.
Question 4:
(a) What items do you consider should be charged or credited direct
to surplus?
(b) Would you regularly make small adjustments of subsequently
discovered errors through this account?
(c) Is the balance at credit of surplus ever in any circumstances a
liability, and, if so, to whom?
Answer:
(a) Those items which are not part of the regular, normal conduct
of a business at any time, or, although of an ordinarily normal nature,
are not applicable to the business of the current year,
In the first category fall such items as a loss by fire and the profit or
loss consequent upon the sale of a fixed asset. The object of the profit
and loss account is the determination of the amount of the net profit of
a concern conducting a business of a certain character. If such a concern
credits profit and loss with the gain on a piece of real estate sold, it has
falsified the record and has destroyed the basis of comparison between
the profits of different years.
In the second category fall those items that are corrections of erro
neous charges or credits to profit and loss in previous years. As these
errors affected the final net credit to surplus in the years in which they
occurred, it follows that the present surplus is larger or smaller in con
sequence and therefore is the account to be corrected.
(b) If the items are few in number and trivial in size, one could not
be very severely blamed for letting them appear in the current accounts.
In the interest of exact statistics, errors that are of any importance should
be adjusted through a surplus adjustment account, by the aid of which
exact statements of the transactions of previous years may be prepared
by recasting the previous statements.
(c) The balance at the credit of surplus can be considered a liability
of the business to the stockholders who own the business, but only by
those who claim that the business may be treated as distinct from the
capital that owns it. Capital, including surplus, is a liability only in the
sense that after all the outside liabilities are paid, capital can claim pay
ment of what is left.
Question 5:
Give some idea of what taxes you would charge against income and
what against surplus. Of the former, which, if any, would you take up
into manufacturing costs? What provision, if any, would you make for
income and excess profits taxes in closing accounts before the passing of
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a pending act levying these taxes, either in general circumstances or when
profits are partly divisible under some special contract or arrangement?
Answer:
If a reserve for taxes levied for the previous year, but not payable
until the current year, was not set up at the close of that previous year,
the tax when paid should be charged to surplus, and at the end of the
current year a reserve should be set up for accrued taxes by a charge
against income.
Real estate taxes on the factory, when it is owned by the business,
should be charged as an overhead manufacturing cost. It is necessary
that a factory should occupy land and buildings, therefore all the essen
tial expenses of owning and maintaining them are part of the cost of the
processes carried on in the buildings.
Personal property taxes should be considered a general or financial
expense. Federal taxes are deductions from income, not chargeable as
operating expenses, but are debited to profit and loss after the operating
profit has been determined. However, income and excess profit taxes
may be considered as disposition of profits and may then be charged to
surplus. This is on the theory that the government is a preferred partner
in the profits only, and that the tax is its preferred dividend.
If the amount of a tax that has accrued is not known when the accounts
are closed, an estimate should be made of the probable amount, based on
the indications that may be available as to the rate that may be finally
adopted. If profits are partly divisible under some special contract, the
amount must be agreed upon by all parties in interest, but a better plan
would be to divide the profits after allowing for the highest possible tax,
and then to adjust the division later, when the actual tax is known.
Question 6:
Give some principles to determine a proper disposition of the cost of
enlarging a plant, including a partial re-building of the old portion.
In case you have insufficient data to enable you to apply these princi
ples satisfactorily, offer some solution of the difficulty.
Answer:
All the cost of enlarging the plant should be charged to plant account,
as the new construction is equivalent to building a new addition to it,
increasing its intrinsic value to the extent of its cost.
The cost of re-building part of the old portion should be charged to
reserve for depreciation to the extent that it is an exact reproduction. Any
extra cost, constituting additional value, should be charged to plant
account. The best way to accomplish this is to charge the new construc
tion to plant, and then to credit plant and charge reserve for depreciation
with the cost of the replaced portion.
If the payrolls, material vouchers and other data are not such as to
make it possible to determine from them the cost of the new and the
replacement work respectively, I would have to rely on the best judgment
of the persons who superintended the work. If an architect were em
ployed or if one contractor did all the work, the opinion of either of
them would be conclusive.
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Question 7:
What are the distinguishing characteristics of the “corporation” as
compared with other forms of business organization? What privileges
does it carry and what, if any, are its disadvantages?
Answer:
The two questions can be answered at the same time.
Advantages of incorporating.
(a) Limited liability. In a partnership, each partner is liable for the
partnership debts to the full extent of his private fortune. In a corpora
tion, the general rule is that the corporation’s creditors must look to the
corporation’s assets for the payment of their claims, and the stockholder
is thus liable to lose only the amount of his investment. There are some
exceptions to this general rule.
(b) Continuous life. A partnership is automatically dissolved by the
death or insolvency of any partner. A partner cannot sell his interest
in the business without the consent of the other partners, and an attempted
sale dissolves the partnership. If a partnership is for a fixed period, no
partner has the right to withdraw before the end of the period, but he
has the power to do so and may exercise this power, even in the absence
of right, and so dissolve the partnership, rendering himself liable for
damages.
A corporation, on the other hand, continues its existence without regard
to the condition or personnel of its stockholders, until it is terminated
by expiration of the period for which it was incorporated, by voluntary
dissolution, by judicial action or by forfeiture of its charter.
(c) Legal entity. The law does not recognize the existence of a part
nership as an entity apart from the partners who compose it. Therefore
in suing or being sued, the partners must be treated as individuals doing
business under a firm name. Since a partner cannot be both plaintiff and
defendant in the same suit, a partnership cannot sue one of its partners,
nor can a partner sue the partnership. A corporation, being a separate
legal entity, can sue or be sued in its own name, either by outsiders or by
its own stockholders.
(d) Availability. The holder of shares in a corporation can readily
dispose of them by sale or will, without the consent of the other holders,
except in the case of a pooling agreement. He can also use them as col
lateral for loans without prejudice to the business. A member of a firm
can realize on his investment only by winding up the business, or by obtain
ing the consent of the other partners to a sale of his interest.
(e) Larger capital. The use of the corporate form provides for in
creased capital by the sale of shares to outside investors, who may be will
ing to risk definite sums but would not be willing to assume the indefinite
risk involved in a general partnership.
(f) Ease of management. In a partnership, unless the rule is modi
fied by agreement, all partners have a right to equal participation in the
management of the business, and there is no well defined method of en
forcing the will of the majority. Hence there is liable to be dissension and
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dispute, and, in the case of an even number of partners, there may be a
deadlock which it will be impossible to break. Each partner has implied
legal authority to bind the partnership in matters within the scope of the
partnership business, and this authority has frequently operated to the
disadvantage of a firm.
Stockholders have no authority to bind the corporation. Their only
control lies in the election of a board of directors and a review of its
activities. The corporation is managed by the directors, who meet period
ically to outline the general policy of the business, and in the meantime
delegate the actual conduct of affairs to a president and other officers
with definite powers, their action being subject to supervision by the
stockholders at their annual meeting. This delegation of definite authority
tends to eliminate the friction and the hazard which prevail in partnership
management.
Disadvantages of incorporating. Some of these are:
(a) Less freedom of action. In case of a contingency arising when
prompt action is necessary, partners can decide on what should be done
without any delay, while in a corporation it may be necessary to call a
formal meeting of the board of directors after due notice to each member.
(b) Restrictions as to character of business. A corporation is re
stricted to the kind of business which it was given authority under its
charter to carry on, while a partnership can conduct any legal business and
can change from one business to another without consulting the state
officers.
(c) Restrictions as to capital. A partnership may change its capital
at will by investments and withdrawals, the drawing of profits being ac
complished without restriction or formality. A corporation can increase
or decrease its authorized capitalization only after compliance with the
legal requirements of the jurisdiction in which it is incorporated. Divi
sion of assets among stockholders during the life of the corporation can
be made only from accumulated profits and not from invested capital, and
the distribution of profits must be preceded by a formal declaration of
dividends.
(d) Restrictions as to investments. In some states it is illegal for
one corporation to invest in the stock of another corporation, or to acquire
and hold its own stock as treasury stock, or to own real estate which is
not required for the operation of its business.
(c) Taxes and reports. The federal and state governments have been
inclined to require corporations to make compensation for their peculiar
privileges by the payment of special taxes, among which are the organ
ization and franchise taxes, stock transfer taxes and the federal corpora
tion tax. Moreover a close supervision has been maintained over corpo
rate activities through the medium of extensive reports.

Question 8:
There is a confusion in the minds of many people between statements
of “revenue and expense” on the one hand and of “receipts and payments”
on the other hand. Discuss the distinctive features of such statements
showing wherein they differ.
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Answer:
Revenue, or income represents a clear gain in value, whether received
at present or to be received in the future, provided its eventual receipt is
reasonably certain. It includes the gain from all sources, whether col
lected or not, even if accrued only but not yet due. Expense includes
everything which tends to reduce value or create loss, whether paid or
not, even if accrued but not yet due, or only estimated, as in the case of
depreciation for which allowance is made.
Receipts include only those items which have been collected in cash.
Not only may they include items of a capital nature which have no effect
on profits or losses, but also items which do not belong to the period for
which the accounts are being made up and are merely the collection of
items which have come over from a previous period. In the same way
payments may represent disbursement of cash for capital assets and for
expenses which are for the benefit of a subsequent period. Neither receipts
nor payments include items that are accrued only, nor those which are
estimated.

Question 9:
Can you suggest any circumstances in which goodwill would appear in
the books of a partnership?
Answer:
Goodwill may appear on the books of a partnership when one partner
retires from the firm and is paid a sum in addition to the book value of
his interest. This additional amount may be charged to goodwill as repre
senting the amount actually paid, or it may be taken as a measure of one
partner’s share and each of the remaining partners may be credited with
a similar amount, which would also be charged to goodwill. The latter
is seldom done as it puts too large an undesirable asset on the books. In
fact, it is better to charge the amount paid to the retiring partner against
the capital account of the remaining partners in their profit-sharing ratio,
and avoid the use of goodwill entirely.
It may also appear when a new partner is taken into a firm, the old
partners being allowed a goodwill for the business they have built up. It
should be credited to the old partners’ capital accounts in their profit-shar
ing ratio, before the new partner pays in his capital.
It may also appear when a firm sells its entire business to another firm
or to a corporation for more than its book value. In order to divide the
proceeds of the sale equitably between the partners, it is necessary to put
the excess price on the books of the partnership, crediting the partners in
their profit-sharing ratio, and thus reaching a basis for the division of
the cash or stock received for the business.
Question 10:
A company makes machines of a highly technical nature which it rents
out, but refuses to sell, to its customers. These machines, if kept in good
order, are calculated to last almost indefinitely, but say for at least 20
years. They are, on the other hand, liable to be superseded at any time
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by new devices or methods. How would you treat the original capital
value on the books of the company? (Assume that two years’ rental would,
in each case, liquidate the first cost.)
Answer:
Owing to the danger of supersession, the safest plan would be to credit
all the rental from each machine to a reserve account for two years, so
that its cost would be entirely taken up, and after that to credit all rental
to profit and loss. This would result in the company’s showing a deficit
equal to all its expenses above manufacturing cost for two years on each
successive lot of machines, before it would have any profits against which
to charge these expenses, with a margin gradually to reduce the deficit.
This treatment would be too drastic to be satisfactory. It would be better
to set up a reserve only after the expenses had been provided for, thus
avoiding the deficit, but not allowing for any surplus for the first two years
at least plus the time that it takes to overtake the general expenses. That
is, if the general expenses were one-third of the manufacturing cost, it
would take three years’ rentals to clear the cost of a machine from the
books. After the first set of machines was thus paid for, the subsequent
output would be half paid for on the average, if the output was always
steady. It is almost certain that, even if better new machines were de
vised at any time thereafter, this company would still be able to keep
enough of its own machines rented to enable it to get out a good deal more
than merely clear of loss. Because it would take time for competition to
develop, the company would be safe in declaring dividends, even before
payment for the first machines had been completed.
Question 11:
What are the present requirements of the federal reserve banks in
regard to the verification of the accounts of companies whose paper is
submitted by member banks for rediscount?
Answer:
The requirements seem to differ in different districts. In one district
the reserve bank does not require a copy of the statement furnished by
the borrower to the member bank at the time the loan is made. This is
subject to certain modifications when there is any particular reason for
making a more thorough investigation. It is left to the member bank to
exercise discretion because of its liability as an endorser when the redis
count is made.
In another district the reserve bank requires a statement of the bor
rower’s condition prepared by a certified public accountant.
When not endorsed by a member bank, a trade acceptance or bill of
exchange is not eligible for purchase by the reserve bank unless a satis
factory statement of one or more of the parties thereto has been fur
nished. However, this is beside the question, as paper submitted by
member banks would be endorsed by them.
The application made to the reserve bank by a member bank for re
discount of paper contains a column headed “Have you statement on file?”
and a provision that the reserve bank reserves the privilege of asking for
copies of financial statements where they are on file. Such statements
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must be on file with respect to all notes which have been purchased from
others than a depositor or a member bank. A blank form of statement is
furnished to be used when required by the member bank or by the reserve
bank but it is nowhere stated that this statement should be prepared or
verified by a professional accountant. This is true in at least one of the
federal reserve districts, whatever may be the practice in others.
Reply to Joseph Robinson.

Since The Journal of Accountancy has given seven pages to Mr.
Joseph Robinson in the December, 1918, number devoted to criticisms of
this department, we feel that silence on our part might be construed into
a confession that his strictures are just and that his arguments are well
founded.
The first subject he treats of is the celebrated Safety Razor Company
and its subsidiaries. One of the peculiarities of this problem is the fre
quency with which persons who reason only from superficial analysis
insist, like Mr. Robinson that the goodwill in the consolidated balancesheet is $1,630,000, or $100,000 more than the goodwill allowed by us, cor
roborated by the excellent authority of A. E. Anderson and David
Himmelblau.
The problem is too long to reproduce here; therefore reference is made
to it as it appears in the December number. The principal point at issue
is the time at which the L. W. Company added $100,000 to the book value
of 2,000 shares of the Steel Blade Company stock and credited surplus
with a corresponding amount. The problem gives no hint as to the time,
merely stating the fact that at December 31, 1912, the stock was carried
at $400,000, but cost only $300,000. Confining ourselves entirely to the
L. W. Company, the net assets which were purchased by the Safety Razor
Company on March 31, 1912, were of course, represented by the L. W.
capital stock of $400,000, its surplus of $605,000 and the profits since
January 1, 1912, of $30,000, a total of $1,035,000. This would be real net
assets if the write-up of the Steel Blade stock had not yet been made. Mr.
Robinson assumes that it had been made, thereby reducing the actual assets
acquired by the Safety Razor Company by $100,000 and consequently in
creasing the goodwill acquired, since the goodwill is the difference between
the actual net assets acquired and the amount paid for the stock.
Since the problem is silent as to the time, the question becomes one
of probability. Mr. Robinson says that we have to use our imagination,
but we prefer to think that an examination of the probabilities is more
trustworthy. He says: “Isn’t it against reason that L. W. wrote up the
investment between January 1 and March 31, 1912, in the face of S. B.
Company’s loss of $15,000 during that period?” He then says: “It appears
to me that the only logical assumption is that the write-up occurred prior
to January 1, 1912, and is included in L. W. Company’s January 1, 1912,
surplus of $605,000.
Suppose we let our imagination rest awhile and look at the facts. If
the write-up of the stock had any justification whatever, it would be found
in a large increase in earning power, which would give it additional value

235

The Journal of Accountancy
as an investment. There are three periods involved in the problem: that
prior to January 1, 1912; that from January 1 to March 31, 1912; and
that from April 1 to December 31, 1912. In the first period, the Steel Blade
Company had acquired a deficit of $50,000; in the second period it had
increased this deficit by $15,000, making it $65,000. There is not much
excuse for writing-up the stock to be found in these figures. In the third
period this deficit of $65,000 is changed to a surplus of $35,000, which
means a profit of $100,000 in nine months, which would be at an annual
rate of $133,333 on a capital of $600,000, or more than 22 per cent. Now,
if ever, there is a good excuse to raise the valuation of the stock. Mr.
Robinson’s imagination seems to have become exhausted before he reached
this third period, as he ignores it altogether.
Let us now examine the effect upon the L. W. Company. Its surplus
at January 1 was $605,000. Before December 31 it paid a dividend of
$100,000, reducing its surplus to $505,000. On December 31 its adjusted
surplus was $700,000. Therefore its profits for the year must have been
$195,000, of which only $30,000 was made during the first 3 months, leav
ing $165,000 to be earned in the remaining 9 months. While this is by
no means impossible, it is much more probable that the profits of the last
9 months were only $65,000 and that the L. W. directors offset the reduced
rate of profit by writing up the investment. By itself, this argument
would be very weak. Its only value lies in its corroboration of the pre
vious argument.
If Mr. Robinson’s contention for a goodwill of $1,630,000 were allowed,
the effect would be to increase the consolidated surplus by $100,000. As
the common stock is only $1,500,000, the goodwill, even at $1,530,000, repre
sents part of the preferred stock at the time of the purchase. In the face
of this condition it would seem as if the smaller goodwill would appeal
to the imagination of the conservative accountant, if there is any reason
able ground for adopting it.
But Mr. Robinson has not done with us yet, although he selects only
one culprit for discipline. He says, referring to Mr. Walton, “And then
he makes a grave mistake. On the books of the Safety Razor Company
(the parent company) he credits the $100,000 dividend from the L. W.
Company to surplus.” He explains that since $30,000 was earned prior
to the purchase of the L. W. stock, and that, according to our figures,
only $95,000 was earned, there should be a credit to surplus of only
$65,000 and that $35,000 should be credited to the investment account. As
there is no investment account in a consolidated balance-sheet, the credit
must be applied to goodwill.
This is a matter of opinion and the fact that an opinion does not meet
the views of Mr. Robinson does not necessarily constitute it a “grave
mistake.” Whatever may be the British view, it is generally considered
in this country that a dividend received is a profit in the period in which
it is declared. Therefore, the Safety Razor Company would naturally
credit the whole $100,000 as a profit, especially as it had already credited
the goodwill with the $30,000 earned by L. W. prior to the purchase, by
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adding it to the capital and surplus of January 1, 1912, to represent net
assets of $1,035,000, as already shown. Mr. Robinson wishes us to credit
this twice.
ANTICIPATING PROFITS.

In the Spencer and Munton joint adventure problem Mr. Robinson
criticizes the solution given by us in regard to the only point of any impor
tance in the problem. It is not necessary to examine the whole problem
to elucidate this point Briefly, one item of the venture consists of 100
cases of commodity B, the cost of which has been lumped with that of
other goods. Spencer (one of the partners in the venture) “takes 10 cases
of commodity B valued at $47.50.” Afterwards the remaining 90 cases
of B are exchanged for 30 cases of commodity C, which the two partners
divide between them. Of course, they should be charged with the goods
that they take—the only question is as to the price.
In our answer we claim that since one of the partners was charged
$4.75 per case for commodity B, it established an equitable price as between
partners, whatever the goods may have been worth on the market. As
each partner received the equivalent of 45 cases of commodity B, he must
be charged with $213.75.
Mr. Robinson injects into this problem the entirely extraneous idea of
unrealized profits. He says:
“Spencer should have taken the goods at or near market value, and very
likely he did; but if he did not Munton does not make a profit on the
goods he takes, and Spencer does not make a profit on the goods Munton
takes, and Munton sacrifices profits on all goods taken by Spencer in
excess of his own takings of similar goods.
“If the goods were taken at market value, Spencer is crediting profits
on goods taken by himself, and Munton is crediting profits on goods he
took, and the goods taken by each are valued at the market price on the
books of each, and the anticipated profits on those goods are included in
the $106.79 credited by each as their net profits.
“If to Spencer and Munton the goods are raw materials the supposed
profits would be considered as profits only for adventure statistics, and
should be treated as a reduction of the cost of the material.
“The question of unrealized profits is the most important part of the
problem and a solution without a discussion of it ought not to be con
sidered correct.”
The reason why Spencer should have taken the goods at market value
may exist in Mr. Robinson’s imagination, but he has not let it escape.
Partners are often allowed to take goods at cost.
The price at which the goods are taken is absolutely immaterial, so
long as it was mutually satisfactory. If Spencer could afford to pay a
certain price for them, there is no reason why both of them should not
afford the same price. It is not necessary that this price should be cost
in order to avoid an anticipation of profits. It is only necessary that it
should not be more than Spencer and Munton would have to pay in the
open market for commodity C, which they evidently can use and they

237

The Journal of Accountancy
would have to buy at market price if they did not take their own. It
would be a silly thing for them to put up the price of commodity C, so
as to show a nominal profit on the venture merely to lose it in their regu
lar business.
Mr. Robinson says: “Undoubtedly the problem was originated for the
sole purpose of testing the candidate’s knowledge of adventure accounts,
and I hazard the guess that the originator had no idea that it raises the
question of unrealized profits.” Probably because no such idea is admis
sible.
CLUB INITIATION FEES

Again Mr. Robinson singles out one person for his criticism, when he
says:
“Authorities tell us that membership fees and initiation fees are a
source of profit to a club, but are not usually considered operating profits.
Mr. Seymour Walton goes so far as to say that if a club is sufficiently
prosperous to afford it they should not be credited to profits at all but
should be considered capital receipts which should be used to pay for the
club property or to redeem bonds. He apparently says that the financial
condition determines the accounting treatment, but of course he does not
mean that. Undoubtedly he will agree that the purpose of the fee deter
mines the treatment. If for the purpose of obtaining money with which
to purchase club property or to retire indebtedness or to create a reserve
or for other particular purposes, the fees are not operating profits in any
sense but are donated surplus. I see no reason at all why the fees do not
become operating profits after the particular purpose has been achieved.
If property were purchased the repairs, renewals and depreciation would
be operating charges and the fees should be treated as operating income
to offset those charges.”
Mr. Walton says that he does mean exactly that, but calls attention to
the fact that the words are “accounting treatment” and not accounting
principles. Theoretically the initiation fees are a capital receipt, paid in
to give a permanent capital to the club, so that it can invest in fixed assets,
even if these fixed assets are no more than furniture in a rented building.
Unfortunately, many clubs, after a short period of prosperity in which
they are able to pay for part, if not all, of the fixed assets that they need,
experience a slump, when the ordinary operating income is not sufficient
to pay the expenses, and violent hands have to be laid on the initiation
fees. “Necessity knows no law” and accounting principles are apt to be
forgotten when the sheriff is at the door. Therefore, the purpose of the
fee does not always determine its treatment, although it should do so.
The following additional criticism is part of the same topic,
“Mr. Walton incorrectly uses the term ‘capital receipts.’ Mr. H. C.
Bentley correctly defines capital receipts as being money or other evidences
of value which are caused by the creation of or addition to fixed liabilities,
or the reduction of or realization on fixed assets. Initiation fees are not
capital receipts—they are either profits or donated surplus.”
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A club has no capital stock and it is not operated for profit. But that
does not mean that it has no capital with which to operate, nor that it does
not make profits or losses in its operations. Without more or less perma
nent capital it could not own any fixed assets at all. This capital must be
either contributed or earned. At first it must be contributed in the form
of initiation or membership fees. These are really the payments of the
members to a permanent capital, paid only once, and therefore not an
item of operating profit, since only regularly recurring items are included
in operating profit and loss. The fact that they are credited to surplus or
left in initiation fees account, instead of being credited to capital, does
not change their nature.
Finally, Mr. Robinson answers his own criticism, when he says that
initiation fees may be donated surplus. Undoubtedly; but he forgets that
surplus is capital whether in a club or in an ordinary business corporation.
As we have seen, it is the only capital that a club can have. As a logical
syllogism,
Paid in capital is a capital receipt;
Paid in or donated surplus is paid in or donated capital;
Ergo, donated surplus is a capital receipt.
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